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PREFACE

Housing dlowance programs are becoming the primary mechanism for delivering government housing
assistance to low income families in a number of Western countries. Because they focus resources on the poor,
this gpproach could be extremdy dtractive for countries like Slovakia where subgtantid increases in rents in
government owned housing are mandatory to maintain the viability of that housing stock.

Ministry of Labor and Socid Affars requested assstance from the U.S. Agency for Internationd
Development (USAID) to support a study of how the housing dlowance gpproach could be gpplied in Sovakia
This report has been prepared in response to his request. Againgt a backdrop of information on current
incomes and expenditure patterns, it smulates the financid impacts of dternative housing dlowance program
designs It dso looks a how a housing dlowance program could fit into the context of the country’s broader
socid sofety net.

Many individuals contributed to the work. The author wishes to thank, in particular: Mr. Jozef Soprio
of the Minigry of Labor and Socid Affairs, our primary government contact in thiswork. We would dso like
to express our gppreciation, however, for the background information and ideas gained from discussions with
Petr Videk and Michagla Kepkova of the Federd Ministry of Labor and Socid Affars, Kard Povolny, Josef
Brezina, and Bietidav Domisch of the CR Minigtry of Labor and Socid Wefare, and Jozef Sopiro of the SR
Ministry of Labor and Socid Welfare.
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CHAPTER 2

SOCIAL BENEFITSSYSTEM, CURRENT STRUCTURE AND FUTURE DIRECTION

A key chdlenge for the Slovakian government in the trangition from a centrdly planned economy to
one based on market principles is maintaining and reforming income security programs. Massive didocations
associated with the economic reform process have created a need for increased support a a time when fewer
resources are available.

Similar to other East European countries, Sovakia inherited an extensve sysem of government cash
transfers designed to complement the income distribution of the labor market and to aid needy individuds and
families. Before 1991, the republic's socid safety net condsted of three main components 1) penson benefits
for the dderly, dissbled, and widows, 2) socid insurance including benefits mandated by the Labor code such
as sickness bendfit, and 3) income support in the form of compensatory grants. Combined these programs
represented government expenditure amounting to well over 11 percent of the Gross Domestic Product (GDP)
in1991.!

With the initiation of market-orientated reform in 1991, the former Czechodovakia added two new
programs to an dready generous safety net: an unemployment program (inclusive of other cash benefits) and
a generd income support program to offset the effects of price liberdization and direct subsdy reductions.
These new programs, as wdl the three existing ones, were inherited by the Slovak republic once it broke-away
from the federation in January of 1993.

At thetime, Czechodovakian safety net expenditures as a percentage of GDP were less than those of Hungary (at 16
percent of GDP) but above Poland and Bulgaria
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The budget of independent Slovakia had to be put together quickly under very chdlenging
circumstances and without good datistica information. The originad budget aso relied on a revenue forecast
that was based on information for the federation as a whole Given the rgpidly changing economic
environment, the budget assumed a good amount risk thereby creeting the potentid for fisca imbaances to
develop in the various sectors. The most pressing area of concern for the government was a shortfdl of
revenues needed to finance a socidig-era benefits system wrought with inefficiencies and unresponsive to the
needs of a market-based economy.

In order to respond the changing fiscal demands placed on the socid safety net in a country undergoing
major sructurd change, the Slovekian Ministry of Labor and Socid Affairs in early 1993 began to modify
the safety net programs. In s0 doing, the Ministry streamlined the funding mechanism of various programs as
well as attempted to target benefits more efficiently. Along with these two deps, a Nationd Insurance
Company was established to manage three socid security funds; hedth care, sickness benefits, and pensions.
A fourth fund for unemployment benefits was dso established independent of the Nationd Insurance Company.

As part of this process to dreamline the sfety-net, the Sovakia government reformed the socid
security collection process by doing awvay with the old wage tax imposed on employers under the communist
regime. Contributions to the socid security fund are now distributed between the employer and the employee.
Employer's socid security contributions was set a 38 percent of the wage bill while the employees was set at
12 percent. This represented a fundamenta change from the previous system where wages were implicitly
taxed to fund the socid systems costs? In addition, the government mandated that small entrepreneurs pay 50
percent towards socid security (46 percent to Nationd Insurance Company and 4 percent to the unemployment
fund) using an income base set a the minimum wage level or Sk2,200/month).

In 1992, two other socid safety net programs were reformed.  Child benefits were better targeted while
unemployment benefit digibility criteria were better difined. Associated with the new rent increases for
municipa housing in July 1992, the rent-reduction dlowance for each child in the family was abolished. The
term for collecting unemployment compensation was dso shorten from 12 months to 6 months and the benefit
reduction rate (the rate a which benefits are paid-out according to previous wages) was decreased.®

CURRENT STRUCTURE AND BENEFITSLEVELS

The following section describes the current (as of June 1993) sructure of the Sovakian safety net
system. Each of the four programs are broken into their components, giving funding levels, benfit reduction
rates, and program participation numbers Where possble, a short higtorica sketch is provided to show the
evolution of the various programs. Table X.1 follows, providing a summary for each program by listing

Education, legd, culture, and health and socid care employees are exempt and the government, as an employer, does not
pay these contributions.

In response to aworsening economy, pensions were increased in March by 3 percent plus Sk50-278/month, depending on
the date of retirement while the proposed elimination of genera income support for families with children was postponed.
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eligibility criteria, benefit levels as well as program coverage. Lastly, a section on the proposed changes in the
safety net is presented.

Income support. There are two income support programs currently in Slovakia

compensatory grants, and
poverty level benefit or welfare.

Compensatory grants provided protection form rapid price increases associated with price liberdization
initiated in 1990 throughout former Czechodovakia Origindly the program was gpplied universdly, providing
compensation of SK140 per person per month. In order to offset higher energy cogt, a Sk80 per month was
paid to al pendoners and dependent children. The qudification criteria was later modified to  indude
households with children and income below Sk12,000 per month while the amount of the grant was increased

to Sk220 per dependent child per month.

Socid wefare or income support program is designed to bring Slovakian households with very low
income up to the poverty line. The poverty line is defined according to household compostion criteria that
includes number of children as wdl as number of household members. The amount of the bendfit equds the
difference between the household's income and the established poverty line. Benefits are granted either as cash
grants or in-kind transfers. In this manner, the benefit reduction rate is set a 100 percent (the crown amount
below the poverty line is replace with an equivdent amount). Officids a the loca offices often make the
determination concerning the amount of the benefit aswell asthe rate a which it is ddivered.

Pensions. Pengons are not only provided for the ederly but in addition to disables persons, widows,
and orphans. Thus, they are categorized into three groups.

old-age pensions;
disability pensions (including partid disability); and
pensions for widows, widowers, and orphans.

There are two main criteria for collecting old-age pensions: length of employment and age. These, in
turn, are broken down by category of occupation and sex. The minimum employment criteria for collecting
partid pengons is 10 years and 25 years for collecting full pensons, with varying age ranges from 53 years
for women up to 65 years for men. Pension benefit levels are based on the five best earning years in the 10
years previous to retirement, depending on the risks associated with the occupation. Small cash supplements
are provided to pensioners with exceptiondly long employment records. In addition, pensioners can earn
unlimited amount of earnings over and above the penson payment without incurring a reduction in their
pensions.

The coverage for disability pensions corresponds to that of old-age pension program. In order to
qualify for disability pensions, the gpplicant must have been employed for a minimum of yeers, regardless of
labor market conditions. The formula for computing the benefit is the same as for old-age pensons, with
minimum benefit levels
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The third form of penson in Sovakia is granted to widows and orphans.  The widows pensions is
currently collected by over 284,000 persons and is second largest safety net pay-out, following old-age
pensions. Unlike the other two pensions, the widow's pension is primarily a temporary income supplement
since it is paid out only one year after the deeth of the spouse. In order to qudify for extended benefits, the
widow must ether: prove disability, care for an orphaned child, in-care of three children, is 45 years old with
two children, or is over 50 years old. Pension benefits are granted for orphans through the age of 16, but can
be extended up to age 26. The bendfit is caculated according to the amount of the deceased parents wages
a a30 or 50 percent replacement rate.

Social Insurance. Currently, there are various grants and dlowance provided under the socia
insurance program. Theseindude:

sickness benefit;

family care benfit;
maternity alowance;

birth grant;

parenthood dlowance; and
child dlowance.

The main assistance category for socid insurance is the sickness benefit. This benefit provides income
in the case of disence from work for the following four reasons: 1) sickness, 2) work accident; 3) maternity;
and 4) care of sick dependent. The current coverage provides for 70 percent of daily wages for the first 3 days
(base is Sk180), 90 percent of daily wages for following days (maximum of Sk162) for up to one year. The
benefit's teems and rates have not changed from those st by the socid system inherited from the former
Czechodovakia

In addition, Slovakia provides a comprehensve array of family benefits designed to, in part, encourage
households to have and provide support for children. The birth grant is cash payment of Sk3,000 per child
intended to cover the costs associated with giving birth. Before 1992, the birth grant was Sk2,000, unchanged
from its 1975 levd. The maternity benefit is paid out Smilar to the sickness benefit, amounting to 90 percent
of daily wages for a maximum of 28 weeks (37 weeks in case of sngle mothers). The parenthood dlowance
is a cash payment of Sk1,200 per month for three months from birth for a parent who does not work. The
family care benefit is provided for parents a the rate of 70 percent of daily wages for a first three days,
followed by arate of 90 percent for the following 4 days, up to amaximum of 13 days.

Unemployment Insurance. The unemployment system is one of the new socid safety net programs
caried over from the former Czechodovakia, origindly mandated under Federd Law 1/1991. The main
eigibility criteria for the unemployed are the following: 1) regisration with unemployment office, 2)
willingness to accept a quitable job, 3) tota period of employment at least 12 months within last three yeers,
and 4) a least 15 years old. The benefits are caculated as 60 percent of the average net monthly earning in
the previous employment for the first 3 months and 50 percent for the following 3 months, for maximum of 6
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months totd. (Theresfter, in theory, welfare takes over.) In addition, unemployment includes a payment
scheme for those unemployed due to restructuring and for recent school graduates who have not been part of
the labor pool. Up through mid-1993, financing unemployment benefits was redized through the budget
thereby exempting employers from contributions.

PROPOSED SOCIAL BENEFIT CHANGES

The Slovakian socid programs in place today were origindly designed under a system of centra
planning where worker's incentives were kept & a minimum by socid policies designed to rationdize wages
while subsidizing the production of consumer goods and sarvices. This system rdlied on an implicit employee
wage tax. Within this framework, open unemployment and declared poverty were unknown and socid benefits
were liberd. However, in a dimate of economic reform, socid safety net policies need to be reformed in
response to market-based incentives.  The income digtributive effects of the old policies will no longer work
in amarket-based environment where wages are used to dlocate labor.

In this regard, the government of Slovekia has proposed to dter the exiting socid safety-net by
proposing four new initigtives. As a first step, the government proposed to further tighten the unemployment
eligibility criteria by extending the period of waiting once outsde the unemployment office registry to three
months from one month. In addition, the proposal asks the beneficiary to accept the next available suitable job
or the benefits would terminate.  Second, it was proposed to amend the Nationd Insurance Law to permit
collection of socid security contributions on wages paid during annud leave. Third, a retirement test was
proposed for pension benefits. The fourth proposal asked enterprises to assume payments for certain sckness
benefits, thus passing more of the insurance obligations from the govertment to private sector. The last
proposa involved amendments to child dlowances by raising the current family income limit to Sk16,800 per
month and by lowering the age limit for children from 26 to 18 years.
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CHAPTER4

HOUSING ALLOWANCE AND INCOME SUPPORT MODEL (HAIS)

The Housng Allowance and Income Support (HAIS) mode was origindly developed to assgt the
government of former Czechodovakia in quantifying the impacts of a housing alowance program. The model
is a comprehendve andytic tool designed to not only determine the impact of a housing alowance program but
aso quantify the sze and scde of unemployment and income support subsidies, given pre-determined
assumptions about the future changes in economic conditions and saftey-net program parameters. In addition,
the modd is designed so that the user can change key policy parameters for each program thereby alowing for
changesin one program to effect participation rates and funding levelsin the other two programs.

The HAIS Base Data File. A wdl conceived smulation modd is only as good as the daa it is
supplied with. The HAIS modd's base file represents the best and most up to date sample data availaible in
Slovakia These files were congtructed using (1998) Microcensus and the (1989) Family Budget survey. Data
items on household demogrgphics and income came from the Microcensus files while data items on housing
characteristics came from the Family Budget survey. The two files were gatigtically matched by an imputation
process that matched household characteridtics in one file with those in the other file. Monetary variables in
the base file were updated through an exacting process to reflect conditions a the end of 1992.#

The HAIS Modd Structure and Output. The HAIS modd was designed o thet the user can dter
parameters for future economic conditions, as well as for the three saftey net program parameters induding;
housing dlowance, unemployment, and income support. In this manner, any given set of HAIS model
parameters represent an unique economic and program scenario which when smulated over an user-specified

Inthefdl of 1993, anew Microcensus file will be release, reflecting sample data collected in April of 1993. Refer to
Annex A for amore detailed description of these files including the process used to combine data from onefile with datafrom
the other and the updates to income variables.
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period (starting with the base-period levels) produce output that shows the number of program participants and
the amount of funds necessary to support each program.

Once the smulation derived from the mode parameters and the base data is complete, the HAIS Model
compuites totals for the number of households and the amount of benefits paid for each program (unemployment
insurance, housing alowance, and income support) over the following categories:

household employment status;
housing type;

number of personsin household;
occupation type of household head;
household income,

The model adso cdculates the changes in digible housing cods (compared to the base data) faced by
households. Reports are then produced detailing the parameters used as inputs to the model and summarizing
the totaled results described above.

[add structure of program parameters here)
HAIS Modd Simulation Parameters

M acr o-Economic and Unemployment Simulations Parameters. In order to compute end-period
aggregate income, the modd requires estimates of future price inflation and changes in red earnings for each
occupation type defined in the base data file.  Also, forecasts of nomina changes in other income support
programs (pendons, socid benefits, and other income) are required by the modd for income forecadting.

In addition, the HAIS mode requires estimates of future unemployment rates  Aggregete household
income is effected by the how many households are expected to be unemployed therefore the modd alows the
user to change the percentage of unemployed relaive to the tota employment pool. When the modd computes
aggregate income it requires the user to specify what portion of the unemployed will exhaust their benefits
according to the exiging schedule and what portion will il be entitied to unemployment compensation a the
end of the smulation period.

Unemployment compensation in Sovakia varies by the employment type and length of previous
employment. In order for the model to more accurady predict future aggregate income, the modd requires
the user to specify the replacement rates and minimum benefit level as well as the average participation rate
in the program. The average replacement rate, among the various different rates in use determines the amount
of incomethat is replaced by the program once a household is unemployed by the model.

Housing Simulation Parameters. The housing section input screens alows the user to determine the
rent and utility payments according to the current housing costs structure. Since this structure is complex, the
number of parameters are varied and detailed. Base rents for each category of municipa renta housing and
coops are set for both "living" and "non-living” (i.e. service) space. Other fees (related mainly to the equipment
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in gpartment and building services such as janitor, eevators, trash remova, and others) are specified on a per
housing unit basis. "Other sarvices' charges specified on a per square meter basis and are included as part of
the rent formula

Utilities adjustments in the HAIS mode have their own input parameters. Future increases in utility
costs (electricity, gas, heat, and fuel) over the modd base can dso be esimated and used as inputs when
cdculating housing dlowances. In this manner, the modd is extremdy flexible by dlowing smulations of not
only increasesin rent levels but increases in utility costs aswell.

Housing Allowance Simulation Parameters. The HAIS modd alows the user to dter the parameters
of the housing alowance program. The user may include households living in cooperative apartment as part
of the housng dlowance cdculations aong with households currently residing in municipal rental units.
Housing alowance program parameters can be further modified by changing the way the maximum socid rent
(MSR) is cdculated. By choosing the current quality category schedule (I or 1) of renta housing the user
selects which rent is used in caculating the MSR. Hoor space dlowances for both living and service space,
are st to determine the normative amount of tota floor space for each housing unit when the modd calculates
the MSR. In addition, the modd dlows the user to indude or exdude utility codts in the dlowance formula
by using the average crowns per square meter costs.

The second st of housing dlowance parameters dlow the user to change household digibility criteria
The three parameters are: the maximum share of income devoted to housng cods, the minimum share of
income devoted to housing (to discourage occupancy of sub-standard housing), and the participation rate in
the housing alowance program. Combined these parameters, dong with the housing costs parameter changes,
determine whether or not a household is digible for an housing alowance, regardiess of their participation in
the other two programs.

Income Support Simulation Parameters. As previoudy mentioned, the HAIS modd alows the user
to change the input parameters for the income support program. These inputs are set according to the current
Sovak income support criteria, which dipulates a minimum household income or the poverty line, based on
the ages of household members and the totad number of members in the household. The modd dlows the user
to vary the income standards gpplied againgt each household type.  Given the current price fluctuations, the
model provides the user with the opportunity to determine whether or not payments are indexed to price
movements st in the fird input screen.  In addition, once the poverty line is determined, the benefit reduction
rate and the participation rate is dso adjustable. Findly, the modd alows the user to determine which dass
of income among the income support programs is used when caculaing benefits.

Income Distribution Simulation Parameter. The last set of input parameters dlow the user to more
effectively evauate the results of the smulaions. As the modd evauates the effects of unemployment, the
digtribution of income changes. The modd's results include a tabulation of households and benefits paid
according to the pre-benefit income (i.e. not induding unemployment insurance, housing dlowances, or income
support payments). This menu dlows the user to specify the digtribution over which the pre-benefit income
is reported. Any st of non-overlgpping income ranges can be sdected on either a household tota or per capita
basis.
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HAIS Mode Evaluation

The modd builds its forecast by making four passes over the base data (see Figure 5.8). The following
computations are done in four independent stages by:

Updating wages, pendons, socid benefits, and housing costs,

Attributing unemployment and caculating wage and socid benfit losses and unemployment
insurance payments;

Cdculating housing dlowances;

Cdculating income support payments.

The forecast begins by taking the base data file and revising household tota incomes by updating
parnings, pensions, and socid benfits by the parameters specified in the model. Housing costs are aso reviseq
pocording to the inputs supplied to the modd about predicted increases in rents and utility costs  The model
Starting date is determined by the time period which is represented in the base file the end-period is usef
pecified (month and yeer).

Once incomes and housing costs have been brought up to date for the forecast period, the HAIS Model
then smulates the effects of predicted unemployment on households. A data cell representing households with
positive earnings, N, is divided into three sub-cdls— working households, N,,; short-term unemployeg
households (those receiving unemployment insurance benefits), N and long-teem unemployed households
those who have exhaudted their unemployment insurance benefits), N—in proportion to the unemployment

Figurel
HAIS Mode Forecast Flowchart



Housing Allowances and Sovakian Social Safety Net 13

rate, u, and shares between short- and long-term unemployed (s and |, respectively) specified in the model
parameters for the relevant occupationd group.®> Thus, the number of households in each sub-cdll is given by

N, = N.* (1-u)
N;= N* (1-(u*s))
N, = N.* (1-(u*1)

The working households retain the same average level of earnings, earnings for the short- and long-
term unemployed households are set to zero, as are socid insurance benefits (for which the unemployed are
not qualified).? Unemployment insurance bendfits, B, are then caculated for the short-term unemployed based
on their earnings prior to becoming unemployed

B,=W,*ru

where W, is the average wage prior to unemployment and r, is the replacement rate. If the unemployment
benefit calculated is less than the specified minimum benefit, the minimum benefit is applied to the households.
The results are then scded according to the number of digible households and the participation rate for the
program. Tota household incomes are then recal culated for each sub-cdll.

Housing allowances. To determine if households then qudify for a housing dlowance, the standard
floor space dlowance, F,, and associated M SR for each cdll is cdculated asfollows

Fi=JIN*f,+b)
MSR= J{r,* F) + J(a* F)
where N is the number of persons in the household, f; is the space stlandard per person for each space type, b
is the space standard per household for each space type, r; is the net rent unit cost for each space type, G, isthe
unit cost for other digible housing-related costs (such as sarvice charges, fees, and utilities).
A household qudifies for a housing dlowance if MSR exceeds the maximum share of income to be

devoted to housing (as specified by the housing dlowance program). In other words, the housing dlowance,
A, isequd to

Because the base data is derived from surveys carried out in 1988 and 1989, there are no unemployed householdsin
thebasedata. (At that time, able-bodied persons were required by law to be employed.) Thus, the model does not have to ded
with existing unemployment in the base data and only householdsin the NEA Pensioner and Other occupationd categories (if
they have no employment related earnings) might not be affected by the forecast unemployment.

The HAIS Modd does not aitempt to sort out the effects of unemployment on multi-earner households—households are
either working or unemployed. The origind data files specify which households have multiple earners, but not how their
earnings are distributed between earners.
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Av= MR- (1, * )

where r,, is the maximum share of income to be used for housing and Y is totd household income. If the
calculated vdue of A, is negdtive, the household receives no housing dlowance subsdy. The modd may dso
impose a minimum share of income which must be devoted to housing (in order to assure households are living
in housing units of minimaly acceptable qudity). If actua igible housing costs are below this minimum, no
housing alowance subgdy is pad. The results are then scaled according to the number of digible households
and the participation rate for the program. After totd housing alowance payments are determined, total
household incomesin each sub-cell are again recaculated.

Income support benefits. Findly, the modd determines which households ill qudify for income
support benefits. Fird, the poverty line, PL, for each household cdll is caculated as

PL= JIN*m) + g,

where N, is the number of personsin the household in each age category, m is the minimum income per person
in each age category, and g, is additional minimum income related to the size of the household.

The maximum digible income, Y,,, under which a household would ill qudify for the income
support benefit is given by

Y = PLIT,

where r, is the benefit reduction rate. Thus, the income support benefit is payable to households where dligible
household income, Y, islessthan Y,,,, and isequd to

B,= PL-(r,* Y
If Y, is greater than Y, No income support benefit is paid. The results are then scaled according to the number

of eigible households and the participation rate for the program and tota household incomes are updated a
find time.
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ANNEX A
An Essay on the Social Safety Net

Wayne Vroman
The Urban Inditute

Introduction

This paper is intended to give some applied content to ideas of trandfer program design which are
generdly wdl known. Three gods of an efficient transfer program are: i) to provide adequate income to
program beneficiaries, i) to minimize budget expenditures and iii) to minimize labor supply disincentive effects
of program benefits. The three goas are not mutualy compatible so that compromises must be made in trying
to achieve the individud gods The compromises are incorporated in setting the levels of two program
parameters. the basic leve of family income guaranteed by the program and the benefit reduction rate (or
margind tax rate) associated with increased earnings.

The paper has three main parts. Part 1 reviews the smplest case of the program design problem. Part
2 presents severd of the redigtic considerations that intrude when program design is evauated in an actud
economy. Part 3 has some observations pertinent to the Czechodovak economy.

The Smple Case

To help frame the subsequent discussion, it may be helpful to review some basics in welfare program
design. Initidly, a very smple economy is presented. Consider an economy where family income (Y) is derived
from only two sources. labor market earnings (E) and socid assdance tranders (FSA). The trandfers
guarantee a basic income floor (G), and when there are earnings, benefits are reduced a a constant margind
rate (b) until the point is reached where trandfers are no longer received (the bregk even point or E). There are
income taxes (TY) for families, but these are levied only when family income exceeds the breskeven point. The
income tax is levied a a congtant margind rate (t). Digposable income (YD) is the sum of earnings and socia
assgance payments less income taxes.

Equations to characterize this economy are asfollows.
1) Y =E+FSA

@ FSA = G - bE if E < E,, otherwise SAF = 0
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&) TY =t(E - E) if E> E,, othewise TY =0
@ YD =E+FSA-TY

Initially income is st a the guarantee leve for families with no earners. Then as earnings increase aove zero,
family digposable income increases by (1 - b) for each extra unit of earnings until the bresk-even point is
reached. Above the bresk even point digposable income increases by (1 - t) for each extra unit of earnings. In
the figure b and t are not equa (b exceedst), but they could have the same vaues.

The two parameters of this transfer payment system, G and b, can be set in any number of ways. Their
potentid range of variation would likely be as follows G could be set anywhere from the poverty threshold
downward while b could be set anywhere between zero and unity.

Variation in the two parameters have dearly identifiable effects on the achievement of the three transfer
program objectives. These effects can be categorized asfollows:

Transfer Program Effect of an Effect of an
jective Increasein G Increaseinb

Income adequacy positive negdtive

Minimize budget negative postive

expenditures

Minimize labor supply negative negative

disgncentive effects

In other words, raisng the income guarantee (G) improves the income of low income recipients, but raises
transfer program outlays and harms labor supply incentives (the income effect in a standard static labor supply
andysis). Raisng b, on the other hand, has a negative impacts on the achievement of income adequacy (for
households with some earnings but less than E,) and labor supply’ while reducing transfer expenditures.

This smple example illustrates that changes in transfer program parameters have differentia effects
on the achievement of trandfer program objectives. Differentid effects are inherent in the contradictory
objectives of the transfer programs themsdlves. Careful judgement must be exercised in setting the levels of the
income guarantee and the benefit reduction rate.

A MoreRealistic Case

This presumes the substitution effect is larger than the income effect for persons whose socid assstance tranfers are
reduced.
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Moving from the previous smple example towards a more redigtic Stuaion involves many possible
considerations. To keep the presentation manageeble, just four new considerations will be added a this point.

(1) Many different trandfers may afect family income. It is convenient to dassfy income trandfers
into three broad dasses: i) socid assstance trandfers (FSA) which are conditioned on the leve of family income
and (perhgps) other quaifying conditions, ii) socid insurance trandfers (FSI) which cover foreseegble
contingencies such as old age, unemployment and disability and iii) other contingent transfers (FOC) which
are received irrespective of family income when categorica qudifying requirements are stisfied, eg. presence
of children in the family .2

(2) Individuds as well as families are rlevant economic units for receiving trandfers. For most socia
insurance transfers the unit is the individual worker who establishes digibility on the basis of work experience
and receives the trander when there is an interruption of earnings due to an insurable contingency. The
contingencies indlude old age, unemployment, a work injury or the onset of disability (invdidity) from a non-
work cause. Hligibility derives from labor market activity, and the benefit leve reflects previous earnings, not
family income?®

(3) Benefits are received inkind as well as cash benefits. Rent subsdies, food stamps and hedth
bendfits dl are recaived inkind and pose questions of vauation visavis cash benefits Because in-kind
tranders are redricted to pecified uses, they may have lower vaue to the recipient than an equivaent amount
of cash transfers. The issue of the proper vauation of in-kind tranfers will not be pursued in this paper.

(4) Cash and inkind trandfers are financed by more than one kind of tax. In particular, many
economies finance socid insurance trandfers with payroll taxes levied on employers and/or workers.

Explicit recognition of these four condderations complicates the design of an efficient socid welfare
transfer system, but the same three gods remain. A well designed system mug drive to provide adequate
income to families, to minimize budget expenditures and to minimize labor supply disncentive effects. This
more complex system must face issues of overlgps in the provison of transfers, ggps in program coverage and
the compounding of margina benefit offset rates and margina tax rates.

A smplified sysem of equations to characterize this more complex situation is as follows™

Thisthree part categorization is the same as used by Barr (1991). The definition of incomein this paper dso follows
hisusage in that assets aswell as the current income flow are considered in assigning dligibility for socia assstance transfers.

There can be dependents’ benefits, but both the basic benefit and the dependents benefit are related to earnings not
family income.

Since the number of variablesin this equation system is larger it may be useful to provide akey. Thefird letters for
variablesidentify the following categories Y - family income, E - earnings, F - transfer payments, T - taxes, and G - theincome
level guaranteed by socid assistance transfers. Subsequent letters are mnemonics to identify a particular subclass of these
vaiables, eg. FSA - socid assstance trandfers.
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(1a) Y =E+FS + FOC + FSA

(2a) FSI = FSl, = f(E lagged)

(2b) FOC = FOC,

(20) FSA =G-FSl - FOC - bE

(3a) YT =E+FS + FOC + FSA

(3b) TY =t(YT-YTy)if YT> YT, othewise TY =0
(30) TS =t,E

(4) YD =E+FSI+FOC+FSA-TY - TS

A new variable in this second system of family income eguations is taxable family income (YT) which is
defined in (3a) as the sum of earnings plus the three types of trandfers. It equds family income in (1a). Income
is taxable when it exceeds a threshold level (YT,). Two new parameters are the margina income tax rate (t,)
and the socid insurance tax rate on earnings (t).* Both taxes have constant margind rates.

Many more assumptions must now be made explicit in this equation system because there are many
more varigbles. Some assumptions are admittedly arbitrary while others may be controversd. Note the
following ones. Firdt, socid insurance benefits and other contingent benefits both are counted in determining
the level of socid assgtance transfers. Second, income taxes are levied on trandfer payments as well as earnings
when income exceeds the taxable income threshold (YT,). Third, payroll taxes are levied on workers a& a
margind rate (ty) tha commences with the firs dollar of earnings and continues without an upper limit.
Alternative assumptions could be madein al of these arees.

Severa consderaions in this more complicated trandfer system are unchanged from the smple system
of the previous section. There il is a guarantee level for socid assstance transfers (G). There till are budget
issues, but here multiple types of transfers and taxes are recognized.”” There ill are benefit reduction rates
and margind tax rates that may affect work incentives. For low wage workers the net effect of increased
earnings must now recognize the margind payroll tax rate as wel as the benfit reduction rate for socia
assistance trandfers. Achieving the three trander program objectives (income adequacy, minimum budget
expenditures and minimum labor supply digtortions) is more complicated because it must now be atempted
within amore complex environment of taxes and trandfers.

The socid insurance tax rate (t) is the sum of the employer rate plus the employee rate. This presentation, in other
words, assumes the employer payroll tax is shifted fully backward onto the money wages of workers. This assumed incidenceis
the most likely, and it also makes the presentation of margina tax rates straightforward.

Socid insurance trust funds could be added since socia insurance taxes and transfers are explicit variables in the set
of equations.
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In this system which recognizes socid insurance as well as multiple types of transfer payments, a
discusson of benefit overlgps, benefit offsets and the targeting of transfer payments can be indructive. The
discussion is premised with assumptions that socia assstance tranders are to be targeted on families truly in
need and need is reflected in the leve of family income. It is aso assumed that the objective of minimizing total

budget outlays on transfer paymentsiis very important.
The preceding assumptions dlow us to make the following observations.

(1) Recept of socid insurance trandfers should be conditioned on the absence of subgtantial levels of
current earnings. Someone receiving an unemployment, disability or retirement transfer (based on past |abor
market activity) is presumably not a work because of the indicated condition. Nonwork gtatus is given concrete
meaning by the absence of earnings or by a low leve of earnings. Having substantid earnings should cause
adiminution of benefits or areduction of benefitsto zero.

Two enforcement issues are present here. The firgt is the definition of "subgtantial.” A retiree may have
some earnings but be subject to an earnings (or retirement) test. Earnings above a threshold then cause benefits
to be reduced a some margind rate until the point is reached where benefits are reduced to zero. If earnings
are zero, the full socid insurance entitlement is received. The second is the issue of damant fraud. If someone
receives a disability (unemployment) transfer premised on full disability (unemployment) they should not have
earnings a the same time. The fraud issue is more complicated if an employer colludes with a worker or if a
worker is sdf employed, but having a system with earnings crosschecks will reduce fraud.

To monitor this system it is necessary to have individua identifiers for each person so that earnings
records can be matched againgt lids of socid insurance trandfer recipients. Reducing benefits to those with
substantial earnings will save on budget expenditures and target socid insurance benefits more effectively. Note
that the monitoring is done on individuas.

(2) Socid insurance transfers and other conditiond trandfers should be considered in the cdculation
of countable income which is used to assign socid assidance tranders to low income families. The
determination of a rent subsidy, for example, must consder al socid insurance transfers and other conditional
transfers (children's alowances) as wdl as the current earnings of family membersiif it is to be mogt effectivdy
targeted on the poor. Unemployment compensation and disability compensation should enter the countable
income caculation. Making these offsets will substantialy reduce totd socid assistance tranders.

(3) Use of the podtive tax system, eg., an income tax on families, can address a wider range of
income equity issues than can socid assdance tranders even when the latter have an optimad design. The
ultimate lower limit on socid assstance trandfers is zero. Socid assstance transfers cannot take awvay from
family income if income is unusudly high. An income tax with a broad definition of taxable income, on the
other hand, can operate over the entire range of family incomes. Thus an income tax can "rake back" part of
achildren's dlowance or any other trandfer if the transfer isincluded in the definition of taxable income.

To summarize, three important issues in transfer program design have been identified. (i) The sociad
insurance trandfers should operate recognizing the interface between current earnings and the current receipt
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of transfers to ensure that both are not occurring smultaneoudy. (i) The determination of socid assistance
transfers should recognize a broad definition of countable income in determining the level of such transfers.
(iii) The key issue of vertical income equity is best addressed with an income tax. Trangfers should be included
in the measure of income which determines income tax liabilities



